This article introduces decision models for commercial real estate leasing. The concepts and models developed in the article can also be applied to equipment leasing and other types of leasing.
transactions, c) tax consequences of sale leaseback transactions, d) disclosure and financial reporting of sale leaseback transactions. Nwogugu (2007 
Leasing As A Dynamical System
The leasing process is essentially a four-stage dynamical system because: 1) the various components and relationships in the lease-system vary over time, 2) there is a clear network of relationships among distinct parties, which are defined by the lease contract, the Uniform Commercial Code, the Bankruptcy Code, custom and state laws, 3) factors that affect one component of the -lease system tend to affect other components of the system and the value of the relationships among the various components. See: Beer ( Many existing leases are ‗incomplete contracts‖ because they: 1) are triple-net leases, 2) have overage clauses, 3) the performance obligation is not capped/limited or clearly defined. Mooradian & Yang (2002) . Gross leases are much more complete than Net-leases because they contain more specific and definite terms, and less exposure or uncertainties. Due to financial difficulties experienced by US retailers between 1995-2004, it was expected and natural that many retailer-tenants would seek to reduce the fixed portions of rents, and to increase the ‗overage' or variable portions of rents. Bernfeld 1. Operating expenses -maintainance, insurance, premises liability not covered by insurance, etc. 2. Overage rents 3. Capital expenditures 4. Premises liability 5. Natural disasters 6. Landlord's efforts in marketing the shopping mall. 7. Probability of adequate remedy for breach -suitability of pre-specified forum for resolution of disputes. 8. Lessee's Employee's effort levels at that location -9. Lessee's intensity of utilization of space. 10. Lessee's Assignment or sub-letting rights, where Lessee must obtain lessor's permission before any assignment or sub-leasing. 11. Presence or absence of hazardous materials in the sitewhere lease is a NNN lease -and the extent of lessee's liability for environmental cleanups.
The Choice Between A Sale-Leaseback And New Debt
Retailers also face the choice between a sale-leaseback and borrowing new funds. The main effect of the saleleaseback are that: a) it can reduce reported assets and debt, b) it can increase the retailer's borrowing capacity, and can change the capital structure, anc can lower the retailer's incremental cost of capital, c) it generates cash immediately with possibly lower transaction costs (than borrowing) and at possibly higher asset values (than from borrowing), and at possibly lower implied interest rates; d) it can provide tax benefits, depending on whether the seller/lessee generates taxable income. The literature on wealth effects of sale-leasebacks is extensive. See L s = PV of monthly lease payments under sale leaseback I = PV of monthly interest payments on loan (amortizing loan) S = sale price R s = implicit interest rate of lease. 0 < R s < 1. R bb = borrowing cost of the buyer/lessee before sale lease back. 0 < R bb < 1. R ba = borrowing cost of the buyer/lessee after sale lease back. 0 < R ba < 1. R ts = seller/lessor's tax rate. 0 < R ts < 1. R tb = buyer/lessee's tax rate. 0 < R tb < 1. N = state -lease is an operating lease C = state -lease is a capital lease D = depreciation from property -applies to capital lease P = principal amount of loan that will be borrowed instead of sale leaseback. This loan has monthly interest payments and same term as the sale-leaseback lease. R a = reduction in company's borrowing cost due to lower leverage -applies only to operating lease R i = increase in company's borrowing cost due to higher leverage from borrowing and not doing the sale leaseback R r = firm's borrowing cost if firm borrows and does not do sale-leaseback 0 < R r < 1. R sl = Transaction costs if sale-leaseback, amortized over loan term, and as percentage of sale price. 0 < R sl < 1. R l = Transaction costs if loan; amortized over loan term, and as percentage of loan principal. 0 < R l < 1. DC = company's debt/capital ratio TC = total Capital TV = present value of assumed terminal value of property in sale-leasebacks classified as capital leases P dss = probability of seller/lessee's bankruptcy after saleleaseback transaction. 0 < P dss < 1. P dsb = probability of seller/lessee's bankruptcy after borrowing transaction. 0 < P dsb < 1. P dls = probability of buyer/lessor's bankruptcy after saleleaseback transaction. 0 < P dls < 1. P dlb = probability of buyer/lessor's bankruptcy after borrowing transaction. 0 < P dlb < 1. P t = probability that seller/lessee will have taxable income equal to or greater than periodic depreciation amounts. 0 < P t < 1.
If the retailer does a sale-lease back recorded as capital lease, its net position will be: The retailer/lessee will be better off doing a saleleaseback transaction than not doing anything, if: The foregoing analysis applies to capital leases, but in the case of operating leases, the main differences will be:
1. There wont be any reversion of the property's terminal value to lessee. 2. There won't be any depreciation tax benefits 3. The viability of the transaction for both lessee/lessor will depend on the magnitude of the difference between the seller/lessee's and the buyer/lessor's tax rates.
Conclusion

`
Leasing remains a major source of capital in the real estate sector. Real estate constitutes a substantial portion of fixed assets (land, buildings/fixtures and lease interests), capital expenditures, loan assets and operating costs (maintainance, insurance, taxes, rents and depreciation) in many industries such as retailing, healthcare, transportation, technology, banking, oil & gas, food processing, agriculture, insurance, and lodging. Although leases and the sale-leaseback transaction are economically viable alternatives to outright purchases (financed with debt or equity), many companies do not use real estate strategically and do not incorporate real estate strategies into their overall corporate strategy and change management processes. The analysis of sale-leasebacks should incorporate transaction costs, bankruptcy probabilities, depreciation tax shields, the borrowing alternative, and taxes.
